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Last year, Ecuador's economy demonstrated dynamic performance, including a marked jump in
GDP to more than twice the rate registered the previous year, plus a substantial drop in inflation
of more than five percentage points. As a result, the government had predicted that in 1995 the
economy would enter a period of open economic recovery, following more than two years of
economic stabilization programs under President Sixto Duran Ballen. Nevertheless, Ecuador's 31day border war with Peru has substantially altered the economic outlook for this year. The war cost
more than US$800 million in direct and indirect losses, forcing the government to revise its growth
projections for 1995 downward by one to two percentage points. In addition, the Duran Ballen
administration has been forced to draw up emergency plans to cut the state budget and raise taxes
to make up for the extra funds spent on the war effort. In 1994, the government reported substantial
economic achievements in most areas. The GDP grew by nearly 4%, up from about 1.7% in 1993, and
from about 3.3% in 1992, when President Duran Ballen took office.
A substantial jump in export earnings largely fueled growth in 1994. Export income reached US
$3.541 billion, up 22% compared with 1993, given that earnings for all the country's traditional
exports increased during the year. In particular, mining output including petroleum, which is the
country's most important foreign exchange earner grew by 7% in 1994. The construction sector as
well registered hefty growth of 6%, and some manufacturing industries and service sectors reported
dynamic production increases as well. In fact, the rise in economic activity combined with a marked
jump in public investment in infrastructure projects helped lower urban unemployment by a full
percentage point, bringing open unemployment down to 8.1% of the economically active population
by year-end, according to preliminary estimates by the UN's Economic Commission for Latin
America and the Caribbean (ECLAC).
Moreover, the government reported a substantial trade surplus of US$637 million during 1994,
since the value of imports only grew by 24% during the year, to US$2.904 billion. The surplus,
combined with an increase in foreign investment flowing into the country, pushed the nation's
foreign reserves up to a record US$1.6 billion by year-end. The jump in reserves allowed the Central
Bank to maintain a stable foreign exchange rate during 1994. That, in turn, helped the government
to substantially lower inflation during the year, although the government was unable to achieve
its original target of 20% annual inflation. The consumer price index (CPI) reached 25.4% by yearend, representing a drop of about five percentage points compared with 1993, when annual inflation
reached 31%. Duran Ballen's government has now managed to lower inflation to less than half
the rate it had reached in 1992, when the CPI peaked at 60.2%. The CPI would have fallen even
more in 1994 if not for the government's decision to steadily raise fuel prices throughout the year,
culminating in a 62% rate hike for diesel in early November, when the price per gallon jumped
from about US$0.75 cents to about US$1.20. The diesel fuel hike reflected a government decision to
discard its original inflation target for the year to substantially reduce state subsidies for fuel. That
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allowed the government to virtually eliminate the state budget deficit by year-end, and as a result,
the government projected a budget surplus for 1995, which it said would allow it to cut the bottom
out of inflation in 1995.
For 1995, the government set an inflation target of 15% to 17%, and officials optimistically predicted
that "shock" austerity measures would no longer be necessary to stabilize the economy since the
economic program that the Duran Ballen administration had imposed in early 1994 allowed the
government to achieve its goal of a balanced budget and a fiscal deficit equivalent to less than
1% of GDP (see NotiSur, 05/19/94, 07/14/94, and 11/17/94). Moreover, the government predicted
that this year the economy would enter a period of open economic recovery. In December, the
government estimated that in 1995 the GDP would grow by a hefty 5%, which, if achieved, would
have represented the highest growth rate since 1988. Nevertheless, the one-month border war
between Ecuador and Peru which began on Jan. 26 and officially ended on Feb. 28 after both sides
signed a peace accord in Montevideo has radically altered the country's economic outlook for this
year. (NotiSur, 02/10/95, 02/24/95, 03/10/95, and 03/17/95).
According to government estimates, the war cost the state about US$350 million in direct expenses
to sustain the military effort. In fact, the direct costs may rise substantially in the medium to long
term because the armed forces will now have to replenish its resources, the state will have to invest
in reconstruction projects in some border areas, and the government must pay indemnity to the
families of soldiers killed during the war as well as the medical costs of soldiers wounded in battle.
In addition, the government estimates that the private sector suffered about US$430 million in
economic losses from the war because of a plummet in production in some sectors and a substantial
drop in sales during the conflict. And, if a series of other indirect losses are factored in, the full cost
of the war totals well over US$800 million. Among other things, for example, capital flight forced
the government to sell off about US$150 million of its foreign reserves to maintain exchange rate
stability.
During the first days of the war, uncontrollable panic gripped foreign and domestic investors,
causing a run on the banks that led to the massive withdrawal of some 400 billion sucres (about US
$166 million) from the Ecuadoran financial system. Although most of those funds were eventually
redeposited in the banks, in early February the government was forced to make an emergency loan
of 30 billion sucres (about US$12.5 million) to the banks to keep the financial system from collapsing.
Indeed, the government received a US$200 million loan from the Latin American Reserve Fund
(FLAR) and another US$100 million from the Andean Development Corporation (CAF) to shore up
the country's foreign reserves and to stabilize the banking system. All told, direct and indirect losses
from the war could represent about 3% of the country's GDP. Consequently, the government has
substantially revised its economic forecasts for this year.
\
Instead of 5% economic expansion, the government now estimates GDP growth of about 3%, at
best. Among other factors, interest rates which had already averaged about 46%, or nearly twice the
level of inflation shot up above 70% during the conflict, and they have yet to fully return to pre-war
levels. In addition, foreign investment in the country has markedly slowed since the beginning of
the year, and it remains to be seen how fast investor confidence can be rebuilt. In early February, for
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example, the government temporarily suspended its privatization program out of fear that foreign
investors would be discouraged from participating. The government also discarded its original
inflation target of 15% to 17% by year-end, in part because the drop in foreign reserves since January
has upset exchange rate stability. The government estimates that local currency will be devalued by
between 17% and 20% throughout the year. That, in turn, is expected to push annual inflation up
above 20% by year-end. In January, for example, monthly inflation jumped to 3%, more than twice
the 1.29% inflation rate recorded in December by the official statistics agency (Instituto Ecuatoriano
de Estadisticas y Censos, INEC).
In addition to revising its economic forecasts, the government has also been forced to draw up
an emergency plan to cover the US$350 million in immediate, unforseen expenses caused by the
war. The government announced huge cuts in state spending this year totalling about 880 billion
sucres (about US$360 million), or 10% of the 1995 budget. Although the cuts will affect operating
expenses, most of the reductions will be shaved from planned investment projects. In February,
the government already imposed two emergency taxes to finance the war effort, which included a
one-time levy on all automobiles equal to 2% of the value of the vehicle, plus a one-time tax on the
income of all public and private sector employees in the country equivalent to two days pay. The
government collected about 50 billion sucres (US$21 million) from those taxes.
Although the direct losses incurred by the war will be covered by the budget cuts and the
emergency taxes, the government is still considering other revenue-generating measures to
shore up government finances and cover some of the indirect losses. President Duran Ballen's
administration already sent a bill to Congress, which, if approved, would eliminate most exemptions
from the country's value added tax (impuesto al valor agregado, IVA) that are now permitted
under present laws. That measure would generate an extra 90 billion sucres (US$37.5 million) in
government revenue this year. [Sources: Balance Preliminar de la Economia de America Latina y el
Caribe 1994 (UN- ECLAC), December 1994; CEPAL News (UN-ECLAC), February 1994; Inter Press
Service, 01/03/95, 02/04/95, 03/13/95; Notimex, 77811/29/94, 12/15/94, 01/11/95, 02/20/95, 02/23/95,
03/01/95, 03/02/95, 03/14/95; Reuter, 02/23/95, 03/23/95; Spanish news service EFE, 11/09/94, 11/16/94,
12/17/94, 02/19/95, 02/20/95, 03/05/95, 04/02/95; Agence France- Presse, 11/09/94, 11/14/94, 11/16/94,
11/17/94, 11/20-24/94, 11/27/94, 11/29/94, 11/30/94, 12/01/94, 12/07/94, 12/08/94, 12/13-15/94, 12/20/94,
12/27-30/94, 01/02-05/95, 01/11/95, 02/07/95, 02/22/95, 03/01/95, 03/02/95, 03/04/95, 03/06/95, 03/13/95,
03/14/95, 03/16/95, 03/20/95, 03/23/95, 03/27/95, 03/28/95, 04/02/95, 04/03/95]
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